


The key variables in the Cost of Equity Calculation
(CAPM)
1. Asset Beta

An adjustment is required to reflect an industry's
inherent risk that cannot be reduced by portfolio
diversification. In the CAPM approach this is achieved
by adopting a beta coefficient of variation from the overall
market for an industry (the forest industry). Estimates
can be based on an analysis of international and
Australasian forestry companies. Given logs and wood
are an international commodity, we analyse forestry
companies worldwide but place greater emphasis on
Australian and New Zealand companies. Less weighting
is given towards those companies that have operations
with downstream processing or manufacturing. An asset
beta of 0.90 reflects a lower risk compared to the overall
market coefficient of variation of 1.00. A range of asset
betas from various industries are detailed in Table 2.
The asset beta is modified to become an equity beta

Table 2: Examples of asset betas

Carter Holt Harvey 1.00
Wrightsons 0.88
Shotover jet 0.61
Ebos 0.51
Lion Nathan 0.26
Horizon Energy 0.26

reflecting the debt/equity funding ratio.
2. Risk free rate »

The Risk Free Rate is calculated using current ten
year government bond rates.

3. Post Tax Market Risk Premium

A market risk premium is a historic measure of the
premium required for equities or shares over and above
the rate paid for government fixed interest bonds. Current
estimates adopted by valuers in New Zealand range
between 7.0% and 9.0%.

4. Debt to Equity Ratio

The WACC calculation requires an assessment of the
most appropriate debt/equity ratio. Our approach is to
analyse Australasian companies placing greater emphasis
on New Zealand companies, which would include,
Fletcher Challenge Forests (FCF), Carter Holt Harvey
(CHH), Nuhaka Forestry (NF), and Opio Forestry (OF).
An analysis of the industry debt/total assets indicates
ratios of about 30/100.

Calculating the Weighted Average Cost of Capital
(WACCQ)

Allowances for price growth are not included in a
discount rate given growth is allowed for in cashflow
projections. The real discount rate calculated adopting
the WACC approach may range from 9% to 13%, which
is a post-tax rate. We compare this WACC rate with

other industries such as energy network companies,
food, manufacturing companies and agri basiness
companies as listed on the New Zealand Stock

Table 3: WACCs for different types of industries

Company Type Range (%)
Power network company 6.0-8.5
Gas reticulation network company 7.0-9.5
Food manufacturing company 7.0-9.0
Agri business 8.0-12.0

Exchange (Table 3).

The range for forestry companies is based on an
analysis of a number of forestry related companies.
Some companies are solely forest owners whereas
others have downstream processing or marketing that
have added value components. Vertical integration is
ameans of diversification, thereby reducing variability
of returns and therefore reducing risk and the WACC.
Power network companies often have a lower WACC
than Agri business companies because of their
infrastructural nature and generally consistent
cashflow generation. Agricultural businesses usually
have higher WACC's due to greater variability in
returns and therefore greater risk.

Valuation calculations

The projections usually cover two rotations and
include a terminal value for the ongoing business
calculated for a level of maintainable cashflows beyond
the projections. A real growth rate may be allowed for
in the discount rate for cashflows beyond the initial two
rotations. For the first two rotations real growth is
included in the cashflow projections. The terminal
calculation beyond two rotations values the remaining
cashflows to perpetuity with the growth in those
cashflows incorporated into the discount rate. The sum
of the discounted cashflows and terminal value is the
value of the operating assets - the forest estate, land,
operational working capital (excluding financial working
capital) and fixed assets.

To assess the share valuation for the company we
deduct financial assets and liabilities (including financial

(000’s)
Value of the operating forest 83,544
Add Cash 300
Less Tax payable -
Long term liabilities -
Dividend payable (2,800) (2,500)
Value of equity (prior to equity discounts) 81,044

working capital) from the operating asset value to
derive the value of equity of the company. For example:

Up to this stage, the discount rate has been assessed
on the basis of the company being listed on the equities
exchange with freely transferable share script. Further
discounts applicable to privately owned non-listed
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companies would be applied to the calculated value
of equity. Discounts reflecting control issues and a
marketability discount that measures the percentage
discount of a less-able-to-be sold share, relative to a
liquid share such as that listed on the stock market
would be applied to the value of equity. Investor's
value liquidity or marketability. Discounts applied to
the value of equity may range from 10% to 60%
depending on the specifics of each case. There is a
wide body of empirical research worldwide analysing
and measuring these additional equity discounts.

Comparable company statistics
An analysis of the equity valuation is done by
considering the effective Earnings Before Interest,

PE Ratio EBIAT Multiples
Forestry company 11.8 7.7

Amortisation and Tax [EBIAT] and Price Earnings [PE]
multiples.

We then consider these ratios and multiples to listed
New Zealand forest and forest related companies. The
valuation of this fictitious forestry company is
considered reasonable for an unlisted company of this size.

Valuation conclusion

The approach used for the valuation of a forestry
company is one consistent with a standard business
valuation approach for a going concern entity (see Pratt el
al 2000). As a corporate finance and valuation specialist,
the author saw no reason to value a forest business any
differently to a manufacturing or retail based organisation
using fundamental investment analysis.

Reconciling the value of forest stands with the value
of forest company shares

There may be a difference between valuation of shares
of a forestry company and the underlying valuation of
the forest stands owned by that company. Forest stand
valuations are based on a different market concept
whereby the owners have direct control over the sale of
the forest stand. Under this market approach the owners
have a direct interest and are able to benefit from the
realisation of a forest at their discretion. Forest stands
valued on an asset realisation basis include the
anticipated realisation of land based on current prices.

Share valuations for forestry companies reflect a
different ownership profile, being that of a shareholder
without discretionary rights in relation to the underlying
assets. The role of a shareholder is considered to differ
from that of an individual forest landowner in that they
usually do not have the right to enforce a liquidation of
a forest resource. Shareholders when investing in a
forest company are reliant on the directors' policy. This
view was reinforced by Mahon ] in Coleman v Myers
[1977] 2 NZLR 225 at 295-296:

A share does not constitute an interest in the assets
of a company. It only vests in the holder that collection
of rights provided by the memorandum and articles of
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the company. Its value will depend not only upon the
financial status of the company at a given date but
also the extent of the individual holding of which that
share forms a part.

These issues underline the differing roles of
shareholders, directors, and managers. In assessing the
value of a forest on a going concern basis the policy is to
run a sustainable cash generating company, thus any
policy of realisation of the forest estate (including land)
isnot an issue. With this in mind share valuations analyse
not only expected cashflows over coming years but also
consider all the corporate overheads involved with
running the ongoing business. To the resulting annual
cashflow an appropriate discount factor is applied
reflecting the expectations of an investing shareholder
rather than an individual forest owner with discretion
torealise the asset. An investing shareholder invests for an
expected return as compared to other alternative
investments. The investment value based on cashflows
thus differs from the realisable value on a liquidation basis.
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Registered Forestry
Consultant Application

The following individual has made an application
under Article 39 of the NZIF Articles of Association
for recognition as a Registered Forestry Consultant.

Patrick George Milne Kaiapoi (Christchurch)

Article 40 (2) allows any member of the Institute the
right to object to any application for Registered
Forestry Consultant.

Any objection should be made in writing and sent to
the Registrar, NZIF Registration Board,PO Box
19840, Christchurch within 20 days after the date

of despatch of this journal.

Five Year Review

The following have applied to have a five-yearly
consultant review:
Ian Moore = Wanganui

The Registrar, NZIF Registration Board,
PO Box 1860, WHANGAREI




